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I . INTRODUCTION 



Statement of Introduction 

Since the founding of the United States our maritime 

industry has been supported by protectionist government 

policies. These sometime ill-supported policies were 

further broadened in 1920 in a long range commitment to 

foster an efficient privately owned U. S. merchant marine 

adequate to meet our national defense and commercial needs. 1 

Subsequent government actions have built on this commitment. 

One in 1946 committed the government to the long term 

development of an efficient U. S. shipbuilding industry, as 

2 

a supplement to the merchant marine. In practice these 
policies have taken the form of restricting segments of U. S. 
waterborne commerce to the U. S. flag merchant marine, 
restricting U. S. registry to those vessels constructed in 
domestic shipyards, and various direct and indirect subsidy 
supports to both the merchant marine and shipbuilding 
industries. On the surface the results of these policies 

Merchant Marine Act, 1920 , 41 Stat. 988, ch 250 (1920) . 
^ Merchant Ship Sales Act of 1946 , 60 Stat. 41 (1946) . 

\ 
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have been markedly unsuccessful. In the period 1954 to 1969 
the U. S. flag share of our foreign commerce decreased from 
27.5 to 4.8 per cent. The U. S. merchant marine has failed 
to renew its fleet at the rate of other maritime powers and 
as of June 30, 1970 more than two-thirds of the active fleet 
was 25 years old.^ Our private shipbuilding industry cannot 
compete with price offered by foreign shipyards and except 
for government support (merchant and naval shipbuilding 
programs) could not exist at all. 

A major problem of any government maritime support 
program is that the "maritime industry" is a myth and does 
not exist. It is an amalgam of diverse shipping, labor, and 
shipbuilding interests which have few common interests 
especially when it comes to agreeing upon how limited 
government support funds should be spent. Programs which 
assist subsidized fleet operators can hurt unsubsidized 
operators and may not provide adequate construction work for 
shipyards. Programs to build more costly automated (labor- 
saving) ships provide shipyard employment but reduce funds 
available for operating assistance to marginal fleet owners 

iJ. S. Department of Commerce, Maritime Administration, 
Annual Report FY 1970 (Washington, D. C.: Government Printing 

Office, 1971), pp. 1 and 27. 
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who cannot afford the new ships. Ship conversion programs 
may assist marginal operators and repair yards but be 
opposed by large fleet owners and major shipbuilding yards. 
No less vehement in each case will be the divergent labor 
voices of longshoremen, seagoing, and shipyard unions. 

No where is the dichotomy of interest more diverse 
than between the ship operators and shipbuilders which are 
linked in a system of government support. The problem of 
this coupled support is best stated by Samuel A. Lawrence 
in a study directed towards factors affecting the shipping 
industry: 



. . . the public policy considerations applicable 

to subsidizing ship operations are in many respects 
quite different from those applicable to subsidizing 
the yards. Furthermore, the present system, which 
gears shipyard aid to the operating industry's need 
for new equipment, provides no assurance that American 
Shipbuilding is maintained at the scale required to 
meet mobilization needs. Continued coupling of the 
two programs appears instead to represent a political 
marriage of convenience, which contains serious 
disadvantages for both partners . ^ 



Statement of the Research Question 
Research Question: How effective have government subsidies 

been in carrying out government policy toward sustaining a 



Samuel A. Lawrence, United States Merchant Shipping 
Policies and Politics (Washington, D. C.: Brookings Institute, 

1966 ) , p . 5 . 
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commercial merchant shipbuilding capability in the United 
States and what are the prospects for the future? 

Subsidiary Questions: 

1. What is the U. S. commercial merchant shipbuilding 
industry? 

2. What is government policy toward the commercial 
merchant shipbuilding industry in the United States? 

3 . What are the government subsidy programs which 
effect the U. S. commercial merchant shipbuilding industry? 
What is their cost? 

4. What is the relative magnitude of the subsidized 
shipbuilding programs in relation to other shipbuilding and 
repair work in U. S. commercial merchant shipyards? 

5. Have the subsidy programs encouraged commercial 
shipping companies to invest in new construction ships from 
U. S. commercial shipyards? 

6. Have the subsidy programs stabilized construction 
workload in the U. S. commercial merchant shipbuilding 
industry? 

7. Have the subsidy programs encouraged the U. S. 
commercial merchant shipbuilding industry to improve its 



\ 
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8. What are the expectations that the new Merchant 
Marine Act of 1970 will develop and sustain a viable commercial 
merchant shipbuilding industry in the United States? 

Purpose and Utility of the Study 
It is the writer's purpose to critically examine the 
effectiveness of the various subsidy programs towards develop- 
ing and maintaining an efficient merchant shipbuilding industry 
in the United States. The subject is particularly timely 
because under the revised subsidy programs of the Merchant 
Marine Act of 1970 the nation is embarking on a ten year, 

300 ship construction program designed to revitalize the 
merchant marine as well as the shipbuilding industry. The 
Maritime Administrator, Andrew E. Gibson, has stated that 
the new program will require during the 1970 decade an invest- 
ment by the shipping lines of $4 billion for new ships, $500 
million by major private shipyards in modern facilities, and 
labor management relations in both industries which settle 
disputes without work stoppages."*" The first two aspects of 
the program are within the scope of this research, the latter 
is not. The study of the recent past forms the basis for 
estimating the potential of improving the competitive position 

"^Shipbuilders Council of America, Shipyard Weekly No. 

48 (November 25, 1970). 

S 
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of the shipbuilding industry and reaching the goals set for 
the new program. 

In accomplishing the purpose it is necessary to define 
the subsidy programs their costs and their effects. Since 
the merchant marine subsidies effect only part of the ship- 
building industry and even there only provide a fraction of 
the employment, the shipbuilding industry must be analyzed 
to place the subsidy program in its proper context to the 
total ship construction effort in the United States. 

Because merchant ship construction in U. S. shipyards 
is tied to the ship replacement programs of U. S. ship owners 
it is necessary to consider not only subsidies directly 
concerning ship construction and replacement, but also the 
full range of ship operating subsidies and aids. These not 
only have different effects on the various elements of the 
merchant marine, but it is probable that some may alter the 
economics of ship operations sufficiently to discourage the 
replacement of old ships. 

Scope and Limitations 

It is intended to limit the area of investigation to 
the privately owned U. S. flag ocean-going merchant marine 
and the major private shipyards which construct and accomplish 

\ 
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major conversions for it. Unfortunately an investigation of 
this nature is constrained by data limitations and inconsis- 
tencies in classification of shipping services, shipyard 
employment, and ship types. Understanding this the scope 
and limitations are as follows. 

Time Period 1954-1971 

The period of study selected is 1954 to 1971. The 
year 1954 marked the start of the replacement program for 
our war built merchant fleet and an in depth review of our 
merchant marine policies. Except for the influx of foreign 
ship orders during the 1956 Suez crisis and the break out of 
government ships from the National Defense Reserve Fleet 
(NDRF) during that time and later in 1965 to support military 
shipments to Southeast Asia, the period has been relatively 
devoid of artificial economic factors. 

Merchant Marine 

Consideration of the merchant marine is limited to 
privately owned U. S. flag ocean-going ships engaged in 
oceanborne commerce. Included are U. S. flag vessels in 
foreign trade, and U. S. coastwise, intercoastal (east/west 
coast), and noncontiguous (Alaska, Hawaii, etc.) trade. 
Excluded are ships operating exclusively on the Great Lakes 



, — 
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and inland waterways, special type ships such as cable ships, 
fishing vessels, and all government owned ships. 

The focus is on dry and liquid cargo shipping. The 
demise of U. S. passenger shipping which occurred during the 
1954-1971 period is not addressed, but because some U. S. 
lines operated both passenger and cargo ships the former have 
had an effect on government subsidy distribution and corporate 
financial conditions. Also passenger liners are sometimes 
included in statistics under the heading "Combination 
Passenger and Cargo". 

Although not part of this study, it should be recognized 
that the U. S. government owned merchant fleet consisting of 
the small Military Sealift Command (MSC) nucleus fleet and the 
larger mothballed. World War II built National Defense Reserve 
Fleet (NDRF) , have had basically a three-fold effect on 
private industry. First the NDRF has been a depressant on 
the demand for new merchant ship construction since it has 
been a reserve upon which the nation could draw to meet 
national defense shipping needs. This effect has been of 
decreasing importance during the 1954-1971 period and whereas 
the fleet consisted of 2,067 ships at the end of Fiscal Year 
1954, it had dwindled to 1,027 ships at the end of Fiscal Year 
1970; of the latter virtually all were close to 25 years old 

\ 



9 



and only 350 were considered suitable for reactivation. 

Secondly, as will be discussed in Chapter III, it has been 

the source of trade-out ships for unsubsidized operators 

under the Ship Exchange Program. Thirdly the NDRF has been 

used to augment the fleets of private operators during times 

of crisis. For example during the 1957-1959 period the 

following number of government ships were made available to 

private operators under bareboat charter to ameliorate 

shipping shortages caused by accelerated exports of commercial 

2 

coal and foreign aid grain and by closing of the Suez Canal: 

July, 1957 22 

July, 1958 151 

July, 1959 11 

Again during the Vietnam War government ships were broken out 

of the NDRF to carry military cargo to Southeast Asia. This 

time the ships were operated by U. S. shipping companies under 

General Agency Agreements with the Maritime Administration. 

The number of ships active on the first day of each fiscal 
3 

year were: 

^MARAD, Annual Report FY 1970 , pp. 15 and 71. 

2 

MARAD, Annual Report FY 1957 , p. 2; MARAD Annual Report 
FY 1958 , p. 2. 

3 . 

Estimated from General Agency Agreement data contained 

in MARAD, Annual Reports FY 1964-1970 . 

\ 
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1965 


2 


1969 


144 


1966 


10 


1970 


109 


1967 


120 


1971 


2 


1968 


144 







There is another fleet, not included, which should be 
recognized because of its commercial and national defense 
significance. This fleet consists of those non-U. S. flag 
vessels considered to be "under effective United States 
control" and referred to as the EUSC fleet. EUSC is a 
military concept and includes non-U. S. flag shipping which 
can be made available to the U. S. Government under request 
in time of national emergency. The fleet consists of those 
vessels registered in Panama, Honduras, or Liberia, which 
have been built overseas by U. S. citizens or have been 
transferred from U. S. registry. It came into being because 
of the lower construction costs in foreign shipyards; the 
lower operating costs, primarily due to lower foreign wage 
rates; and tax advantages granted by the country of registry. 
The effective control principle is administered by the Mari- 
time Administration under one or a combination of four types 
of agreements with the owners;^ 

^U. S. Department of Commerce, Maritime Administration, 
Effective United States Control of Merchant Ships - A Statis - 
tical Analysis 1970 (Washington, D. C.: Government Printing 

Office, 1970), pp. 4-8. '' \ 
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1. Contracts at the time of transfer from U. S. flag. 

2. U. S. ownership or U. S. parent company control. 

3. War risk insurance provided by the U. S. 

4. Letters of commitment. 

The EUSC fleet operates in both U. S. foreign trade 

and foreign to foreign trade. Although smaller in number of 

ships, its carrying capacity is equal to that of the privately 

owned U. S. flag merchant marine. Its 1968 composition is 

summarized in Table 1. In that year the EUSC fleet carried 

15 per cent of U. S. foreign trade as compared to only 6.4 

per cent carried by U. S. flag ships. Its major effect is in 

the tanker trade where the larger, faster, and more modern 

EUSC ships carried 26.8 per cent of U. S. tanker cargoes. 

The U. S. fleet carried only 5.4 per cent. Bulk carriers 

are the second most important segment of the EUSC fleet. In 

1968 174 EUSC bulk carriers participated in U. S. foreign 

1,2 

trade as compared to only 4 U. S. flag bulk carriers. 

In some measure this fleet represents an indirect cost 
or benefit forfeited by the U. S. subsidy policy which did 
not provide support to the U. S. flag bulk and tanker fleets. 

~*~ Ibid . , pp. 25-27. 

2 

James R. Barker and Robert Brandwein, The United 
States Merchant Marine in National Perspective , (Lexington, 
Mass.: Heath Lexington Books, 1970), p. 44. 
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TABLE 1 
EUSC FLEET 



Type 




DWT 

(In thousands) 


Average 

Age 


Average 

DWT 

(In thousands) 


Tanker 


268 


11,846 


13 


44 


Bulk a 


87 


3,164 


15 


36 


Freighter 0 


45 


395 


25 


9 


Total 


400 


15,405 


- 


- 



Source: U. S. Department of Commerce, Maritime 

Administration, Effective United States 
Control of Merchant Ships - A Statistical 
Analysis 1970 (Washington, D. C. : Government 

Printing Office, 1970), pp. 26-73. 

a includes dry bulk, ore/oil and ore ships. 

^Includes dry cargo freighters, combination 
passenger/cargo, and reefer ships. 
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The lack of subsidy support to match the economic benefits 
of foreign ownership have driven these ships from the U. S. 
merchant marine, whereas our subsidized liner fleet is 
significantly superior to the World War II built EUSC 
freighters. Also since it is another form of a defense 
reserve, the EUSC fleet has been a further depressant on 
the national defense need for a larger ship construction 
program. 

National Defense 

There are both commercial and national defense aspects 
to the Federal maritime policy. In this thesis national 
defense requirements are considered only as they have 
effected the merchant marine and ultimately the U. S. ship- 
building industry. The national defense needs for merchant 
shipping and military auxiliaries in times of national 
emergency are not addressed. Nor is the important question 
as to what is the optimum composition of the fleet from a 
defense standpoint. 

Major Private Shipbuilding Industry 
The segment of the shipbuilding industry of interest 
in this research comprises the major private shipyards with 
a capacity to build large ocean going ships. The work of 
interest within these shipyards are the merchant ship con- 
struction programs. Using this definition the major private 
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shipyards are those with a capability to build ships 475 feet 
long x 68 feet beam and over, as this is the C3 type ship 
size, the minimum size ship built in the Maritime Administra- 
tion postwar subsidized fleet replacement program. Excluding 
the Great Lakes shipyards, there are at present 17 shipyards 
with this capacity in the country.'*’ 

The major private shipyards and the level of merchant 
ship construction within these yards is only a fraction of 
the U. S. shipbuilding and repair industry and before going 
further it is well to place their importance in proper 
perspective. In March 1970 of the 140,000 employees in the 
private shipbuilding and repair industry (an additional 

85.000 were employed in naval shipyards) 79,000 or 56 per cent 

were employed in the major shipyards. Of the 61,000 direct 

(production) employees involved in shipwork in the major 

shipyards 13,000 were engaged in merchant ship construction, 

2 

32.000 in naval construction, and 16,000 on repairs. Table 
2 is a compilation of Census reports on the value of ship- 
building and repairing performed in the entire industry, 
identified by the 1967 Census of Manufacturers as comprising 

^U. S. Congress, House, Committee on Armed Services, 
Status of Shipyards, Hearings , before the Seapower Subcommittee. 
Statement of Andrew E. Gibson, Maritime Administrator. 91st 
Cong., 2d sess., 1971, pp. 10656-10657. 

2 Ibid . , pp. 10654-10656. 
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389 companies, which own 415 establishments only 253 of 
which employ 20 or more employees . ^ The value of self- 
propelled non-military new construction has never exceeded 
30 per cent (1958) of the total shipbuilding and repairing 
effort, and for each year since 1962 has amounted to 20 per 
cent or less. Although this figure is not directly com- 
parable to the merchant construction of the major private 
shipyards alone, they do make up most of the total. 

Subsidy Defined 

A difficult problem in any discussion of this subject 
is the lack of a common definition of the term "subsidy" and 
the lack of standard usage in the Federal Government. The 
term is not defined in the Federal budget document. The only 
Federal statutes using the word "subsidy" and the only places 
where it appears in the Budget are those dealing with mer- 
chant ship construction and operation. In fact the word has 
a negative connotation which has caused a proliferation of 
euphemisms in practice. The Joint Economic Committee notes 
that proponents of a program avoid and resent the term 
"subsidy". They prefer to characterize their programs as 

^U. S. Department of Commerce, Bureau of Domestic 
Commerce, United States Industrial Outlook 1971 with 
Projections through 1980 (Washington, D. C.: Government 

Printing Office, 1971) , pp. 377-378. 

\ 
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"aids" or "expenditures in the national interest", while 
opponents label a program a "subsidy" in an attempt to 
suggest that it will benefit a few to the detriment of the 
common good.'*' After reviewing a variety of definitions and 
analyses of the term the committee in 1960 decided on the 
following definition, which is also the definition to be 
used in this thesis: 

A subsidy is an act by a governmental unit involving 
either (1) a payment, (2) a remission of charges, or 
(3) supplying commodities or services at less than cost 
or market price, with the intent of achieving a particu- 
lar economic objective .... Government loans made at 
lower than market rates of interest or at rates below 
the cost of funds to the Government and Government 
insurance provided at lower than private insurance 
premium rates may also appropriately be considered as 
subsidies . 

This definition distinguishes subsidies from . . . 

aids to business . . . where the Government does not 

determine the program which it wishes to see fulfilled 
. . . . Purchases or sales made on the Government's 

own behalf which may prove more profitable to the 
private seller or buyer than comparable transactions 
on the open market, except where a primary motive of 
such transactions is assistance to a particular seg- 
ment of the economy. 

. . . Classed as a subsidy is differential tax 

treatment for particular categories of persons or 
groups .... 



U. S. Congress, Joint Economic Committee, Subsidy and 
Subsidy-Effect Programs of the U. S. Government , Joint Committee 
Print, 89th Cong., 1st sess. (Washington, D. C.: Government 

Printing Office, 1965), p. 3. 

2 

Ibid . , p. 9 . 

V 
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Research Methodology 

Research has been conducted through the use of 
written materials on the subject. The primary sources of 
most all data are published Maritime Administration statistics. 
Sometimes these data have not been taken directly from Mari- 
time Administration documents but have been obtained from 
other researchers or industry groups who have compiled the 
data into more useable formats or who have had special access 
to unpublished data. In accomplishing the analyses of the 
effects of subsidies on ship replacement and the shipbuilding 
industry the author has deliberately tried not to use Mari- 
time Administration analyses as a basis for research findings. 
This was done to better maintain an independent view of past 
and proposed subsidy policies. 

Organization of the Study 

Chapter II develops the background legislative acts 
leading to the enactment of the Merchant Marine Act, 1936. 

It explores the concepts of this basic statement of U. S. 
maritime policy, analyzes its effectiveness and describes 
its major modifications up to and including the Merchant 
Marine Act of 1970. 

With the foregoing policy discussion as a foundation 
Chapter III describes in detail the Federal maritime subsidy 

S' 
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programs and their costs. Highlighted are those that involve 
the largest expenditures and all those that have an effect on 
ship construction and conversion in U. S. shipyards. 

Chapter IV evaluates the effects of the subsidy 
program as administered by the Maritime Administration on 
ship replacement by the U. S. merchant marine. Special 
emphasis is placed upon the replacement problems of the 
foreign trade dry cargo fleet as it comprises the largest 
segment of the merchant marine and has been most directly 
effected by the subsidy programs. 

Chapter V defines the major private shipbuilding 
industry, its employment, and condition. The effects of 
the subsidized construction program are analyzed both as an 
industry and an individual shipyard basis. The effects of 
one alternate program developed in Chapter IV are presented. 
The prospects for the Merchant Marine Act of 1970 reaching 
its shipbuilding goals are discussed. 

Chapter VI summarizes Chapters I through V and draws 
conclusions as to the past effectiveness of government sub- 
sidies toward sustaining a commercial merchant shipbuilding 
capability and the prospects for the future. 

The Appendix contains a glossary of terms. 

S' 

\ 



II. FEDERAL GOVERNMENT MARITIME POLICY 



Historical Background 

The U. S. maritime industry has been under almost 
continuous study and review since the founding of the nation. 
Current maritime programs are therefore the result of a long 
period of trial and error policy evolution in an attempt to 
solve the basic problem: 

How to develop and maintain a Merchant Marine and 
shipbuilding industry, adequate to serve the commercial 
and defense needs of the nation, even though American 
ship operators and shipbuilders cannot generally 
compete in international markets without government 
assistance . 

Samuel Lawrence divides the post-revolutionary history 

2 

of the U. S. maritime industry into three stages. During 
the first phase which ended with the Civil War the maritime 
industry generally prospered under a protectionist shipping 
policy. The first tariff act, enacted by the First Congress 
in 1789, allowed customs duty and tonnage tax deductions in 



"'"Arthur D. Little, Inc., Ship Construction Differential 
Subsidies (Boston: Arthur D. Little, Inc., 1961), p. 22. 

2 

Lawrence, U. S. Shipping Policies , pp. 32-33. 
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favor of U. S. shipping. Another legislative act of 1789 
provided that only ships built in the U. S. and owned by 
U. S. citizens could register under the American flag. The 
Navigation Act of 1817 reserved the U. S. coastwise trade to 
U. S. built vessels and in 1845 the ship operators received 
their first direct government payments in the form of mail 
contracts . ^ 

The Civil War was a turning point for the U. S. mer- 
chant marine. Many ships dropped U. S. registry to avoid 
Confederate raiders and the subsequent conversion from wood 
to steel and sail to steam left the U. S. industry at a 
competitive disadvantage. The maritime industry was let 
wither as government and public interest turned inward to 
the profit potential of westward expansion. The U. S. 
maritime industry was never again to regain in peacetime 
its pre-Civil War vitality. 

The third stage, the revival of the U. S. maritime 
industry, began in the 1890's with the recognition that the 
merchant marine was inadequate for commercial or defense 
needs of the nation. No effective action was taken however 
until the Shipping Act, 1916. U. S. foreign commerce depended 

1 Joint Economic Committee, Subsidy and Subsidy-Effect 
Programs (1965), pp. 43-44. 

V 



so much upon foreign shipping that when, in 1914, belligerent 

nations withdrew their ships from U. S. trade it was necessary 

to pass legislation to supplement the merchant marine by the 

expedient of allowing U. S. citizens to register foreign 

built vessels under U. S. laws. I The Shipping Act, 1916 

subsequently created a Shipping Board for the purpose of: 

. . . encouraging, developing, and creating a naval 

auxiliary and naval .reserve and a merchant marine to 

meet the requirements of the commerce of the United 

States with its Territories and possessions and with 

o 

foreign countries; . . . 

The Shipping Board was authorized to charter, construct, lease, 
and purchase vessels for use as naval auxiliaries. (It also 
was authorized to regulate merchant marine shipping rates 
and practices) . Actual ship construction developed slowly 
and almost all of the $3.3 billion of merchant shipping 
constructed was completed after the end of the war. This 
left the Board with 13.5 million gross tons of major ships 
(1000 tons or over); five times the U. S. pre-war tonnage. 

It was the world's largest merchant fleet and over half of 

^Little, Ship Construction Subsidies , p. 25. 

^ Shipping Act, 1916 , 39 Stat . 728, ch 451 (1916). 
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it was owned by the Government which had no prior experience 
in commercial ship operations."*" 

The Merchant Marine Act, 1920 was largely concerned 
with the transfer of the war built fleet to private interests. 
The lasting significance of the Act is however that for the 
first time it included a statement of long range maritime 
policy objectives: 

That it is necessary for the national defense and for 
the proper growth of its foreign and domestic commerce 
that the United States have a merchant marine of the 
best equipped and most suitable types of vessels 
sufficient to carry the greater portion of its commerce 
and to serve as a naval or military auxiliary in time 
of war or national emergency, ultimately to be owned 
and operated privately by citizens of the United States; 
and it is hereby declared to be the policy of the United 
States to do whatever may be necessary to develop and 
encourage the maintenance of such a merchant marine . . . 

The Act also offered some incentives to private operators to 

increase the size of their fleets by construction in U. S. 

shipyards including a construction loan fund of $125 million 

for five years and tax exemption on excess profits reserved 

for new construction. A companion measure, the Ship Mortgage 

Act, 1920, established a government mortgage program which 

3 

would finance up to 2/3 of the construction costs of a ship. 



Lawrence, U. S. Shipping Policies , p. 40. 

^ Merchant Marine Act, 1920 , 41 Stat. 988, ch 250 (1920) . 

3 , 

Little, Ship Construction Subsidies , p. 26. 
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Because of the worldwide shipping depression which 

began in 1920, immediately following passage of the Act and 

the surplus of war built ships, its incentives did not 

stimulate investment in new ships. From 1922 to 1928 no new 

vessels were constructed in U. S. shipyards for the U. S. 

flag foreign trade fleet and it was apparent that some form 

of direct government assistance was necessary. The Merchant 

Marine Act, 1928 is important because in reaffirming the 

policy statement of the 1920 law it for the first time 

provided substantial peacetime government assistance to the 

merchant marine. This assistance was in the form of a mail 

subsidy to offset higher U. S. operating costs. It marked 

the beginning of the concept of long term contracts for 

service on government determined essential trade routes in 

return for government subsidy. As incentives to modernize 

the U. S. merchant fleet and provide employment for U. S. 

shipyards the Act increased the construction loan fund to 

$250 million, provided preferential loan interest rates on 

ships built for foreign trade, expanded the construction 

fund to include reconstruction and reconditioning, and raised 

the maximum government financing to 75 per cent of construction 
1 

« 

^ Ibid . , p. 27. 

S' 
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The Act of 1928 was generally unsuccessful because of 

abusive practices in its administration. Mail contracts 

were awarded without competition and at the maximum rates 

allowed by law.'*' In 1933-34 a special committee of the 

Senate headed by Senator Hugo Black was extremely critical 

of government administration and exploitation by the private 

shipping interests. Concerning the construction program the 

special committee found .that only 20 of the 43 mail contracts 

required new ships and these 20 contracts specified a total 

construction of only 51 ships. The committee concluded that, 

"... no real consideration seems to have been given to the 

self-evident proposition that a Merchant Marine must renew 

itself continuously if it is to remain a factor in national 

2 

defense and international trade." 

The special committee recommended the end of govern- 
ment subsidies and called for government ownership of the 
merchant marine in its stead. It did, however, also recommend 
direct ship operation and construction subsidies should Congress 
elect to retain private ownership of the merchant marine. Con- 
gress followed the latter course and with few exceptions the 

^"Lawrence, U. S. Shipping Policies , p. 44. 

2 

Little, Ship Construction Subsidies , p. 30. 
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special committee recommendation for a direct subsidy program 
formed the basis of the Merchant Marine Act, 1936. 



Merchant Marine Act, 1936 

The clearest statement of the intent of this act is 
in its opening statement. It has been changed little through 
the intervening years. As originally written it stated: 

It is necessary for the national defense and 
development of its foreign and domestic commerce that 
the United States shall have a merchant marine (a) 
sufficient to carry its domestic water-borne commerce 
and a substantial portion of the water-borne export and 
import foreign commerce of the United States and to 
provide shipping service on all routes essential for 
maintaining the flow of such domestic and foreign 
water-borne commerce at all times, (b) capable of 
serving as a naval and military auxiliary in time of 
war or national emergency, (c) owned and operated under 
the United States flag by citizens of the United States 
insofar as may be practicable, and (d) composed of the 
best-equipped, safest, and most suitable types of 
vessels, constructed in the United States and manned 
with a trained and efficient citizen personnel. It is 
hereby declared to be the policy of the United States to 
foster the development and encourage the maintenance of 
such a merchant marine. 

Title II of the Act established a United States Mari- 
time Commission to carry out its provisions. This has been 
amended by executive reorganization plans in 1949, 1950, and 
1961 so that there is now a Federal Maritime Commission and 
a Maritime Administration (MARAD) . The Federal Maritime 



^ Merchant Marine Act, 3.936 , 49 Stat. 1985 (1936). 
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Commission functions are regulatory in nature and include 
regulation and control of shipping rates, services, and 
practices in both foreign and domestic water commerce. The 
Maritime Administration as a part of the Department of 
Commerce has the following major responsibilities (As will 
be noted later the Merchant Marine Act, 1970 has made some 
additions to this list.): 

1. Survey the American merchant marine to determine 
what additions and replacements are required to create a 
privately owned merchant fleet for essential foreign commerce 
which is adaptable to national defense requirements and con- 
sists of vessels designed to operate safely. 

2. Determine the trade routes essential to maintain 
and develop U. S. foreign commerce. 

3. Conduct continuing studies of the type, size, 
speed and other requirements of vessels for service in foreign 
commerce . 

4. Conduct continuing studies of the relative cost 
of constructing and operating ships under foreign registry 
as compared to U. S. registry. 

5. Determine on a continuing basis the extent of aid 
by foreign governments to their merchant marines. 

\ 
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6. Investigate, determine and keep current records 
of the number, location and efficiency of U. S. shipyards. 

7. Determine new designs of vessels, methods of con- 
struction and means to promote the carrying of foreign trade 
in U. S. vessels. 

8. Cooperate with owners and shipbuilders to secure 
trade preference for U. S. vessels and to construct the most 
modern and efficient types of vessels. 

9. Recommend to Congress legislation as necessary to 
carry out the intent of the Act. 

10. Conduct studies and report to Congress on the 
removal of obsolete merchant tonnage, status of U. S. tramp 
shipping service and comparative costs of constructing and 
reconditioning ships in the several coastal districts of the 
United States. 

11. Acquire vessels constructed in the U. S. and suit- 
able for conversion into naval auxiliaries by purchase or 
otherwise as deemed necessary to establish, maintain, or 
improve any essential service route or line in foreign 
commerce.'*' 

The principle types of aid given the U. S. maritime 
industries by the Act were; 

~*~ Ibid . , Title II. 
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L.. Payment of operating-differential subsidies to 
qualified operators who provide regular and adequate service 
on one or more essential trade routes. Tramp ships, all 
tankers, and ships engaged in domestic trades were precluded 
from eligibility. 

2.. Direct and indirect construction aids including 
construction-differential subsidies, ship mortgage loans, 
tax deferments on construction reserve funds, and trade-in 
provisions of old ships for new. 

The cost and effect of these subsidies are studied in detail 
in later chapters. The authority to award, amend, and ter- 
minate operating-differential subsidy and construction- 
differential subsidy contracts is actually exercised by a 
three man Maritime Subsidy Board headed by the Maritime 
Administrator . ^ 

The Merchant Marine Act, 1936 included three concepts; 

1.. The central principle is the concept of cost 
parity. Operating and construction subsidies are paid to 

U. S. flag operators in order to equalize the costs of U. S. 
operators with those of foreign competitors. The payments 
are "direct" subsidies in that Federal Budget and appropria- 
tions legislation identify them by the term "subsidy" and 

^MARAD , Annual Report FY 1970 , p. 55. 
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they are paid direct to the maritime industry for the 
purpose intended. It was a deliberate intention of Congress 
to avoid the possibilities for abuses inherent in the 
indirect system of mail subsidies of the 1928 Act and to 
assure funds were utilized for the purpose they were 
appropriated. The principle of parity through direct sub- 
sidies has been modified however by a considerable number of 
non-parity provisions such as indirect construction aids and 
cargo preference. The net effect when combined with cabotage 
laws is to alter the parity concept and to increase the 
indeterminacy of the total cost of maritime subsidies. 

2. Secondly the Act was primarily a liner act 
deliberately designed to provide long term government support 
to scheduled cargo liner service on essential foreign trade 
routes, to the exclusion of U. S. flag foreign trade tramps, 
dry bulk, and tankers. (Domestic trades also were not sup- 
ported but they were already restricted to U. S. flag ships). 
In 1936 a U. S. flag non-liner fleet was practically non- 
existent, and none was considered necessary. In a 1937 
report, "Economic Survey of the American Merchant Marine" , 
the Maritime Commission noting that heavy subsidies would 
be required for a U. S. tramp fleet to compete concluded, 



"There is no demand for the American Government to subsidize 



tramp shipping, and there is really no good reason why it 
should attempt to do so."'*’ 

3. The third principle of the Act, and a continuing 
one since the Civil War, is that the U. S. shipbuilding 
industry is tied to the U. S. merchant marine and through it 
to government support. Vessels registered in the U. S. must 
be built in U. S. shipyards and U. S. registry is in turn a 
requirement for the receipt of government subsidy and for 
operation in domestic trade. Because it does not compete 
for construction of foreign ships the size of the U. S. 
shipbuilding industry is determined to a substantial degree 
by the size, age and prosperity of the U. S. flag fleet, 
which in turn is determined by the subsidies it receives 
from and the restrictions placed upon it by the Federal 
Government . 

The initial effect of the Act was the start in 1937 
of a 50 ship per year, 10 year merchant construction program, 
and by December, 1941, 150 ships had been completed or were 
under construction in U. S. shipyards. The provisions of 

^Committee of American Steamship Lines, Progress of 
the U. S. Liner Fleet under the Merchant Marine Act, 1936 
Washington, D. C.: Committee of American Steamship Lines, 

1964) , p. 19. 
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the Act were suspended during World War II in which time 

(1942-1945) U. S. private shipyards delivered 4915 steel 

self-propelled merchant vessels totalling 37 million gross 

tons.^ Following the war the Government was again concerned 

with the transfer of war built ships both to U. S. citizens 

and to help rebuild foreign merchant fleets. Under the 

Merchant Ships Sales Act of 1946, 843 merchant ships were 

sold between 1946 and 1951 to U. S. citizens for U. S. flag 

operations at one fourth to one-fifth their replacement cost 

2 

and additional ships were sold to foreign interests. The 

Act did one other thing, it recognized as a matter of policy 

the specific need for an efficient U. S. shipbuilding industry 

by including in its policy statement that the U. S. merchant 

marine was to be "supplemented by efficient American-owned 

3 

facilities for shipbuilding and ship repair, . . .". (This 

wording has subsequently been incorporated into the Merchant 
Marine Act, 1936 by the Merchant Marine Act of 1970.) No 
action was taken however to develop a specific program towards 
private shipyards or to promote stable shipyard employment 

‘'"Little, Ship Construction Subsidies , pp. 40 and 60- 

61. 

2 

Joint Economic Committee, Subsidy and Subsidy-Effect 
Programs (1965), p. 53. 

"^ Merchant Ship Sales Act of 1946 . 
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until 1951 when as a national defense measure the Government 
contracted directly with private shipyards for the construc- 
tion of 35, 20 knot Mariner Class dry cargo vessels. They 
were eventually sold to private ship operators or converted 
to naval auxiliaries . ^ 

In 1954, the recognition that a program had to be 
developed for replacement of the U. S. flag war built fleet 
resulted in a full review of maritime subsidy policy by the 
Maritime Administration. The major conclusions and recommenda- 
tions in the review report were: 

1. The parity concept is sound. 

2. It is essential for development of the merchant 
marine that the maximum amount of private capital be made 
available . 

3. Congress should authorize the sale of government 
held ship mortgages and establish a construction revolving 
fund to replace the uncertain annual appropriation of 
construction funds. 

4. A construction program of 60 ships per year is 
sufficient to maintain a shipyard mobilization base of 36,000 
shipyard production workers. 

5. U. S. flag tramp shipping requires economic aid to 
survive. 

"^Little, Ship Construction Subsidies , p. 45. 
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6. Because the indeterminacies involved in the 
calculation of the construction differential subsidy (CDS) 
complicate the subsidy negotiations, CDS should be deter- 
mined for major types of ships rather than for individual 
ships . "*■ 

The result was the inauguration of the largest ship 

construction program in our peacetime history. The program 

included constructing tankers under trade-in and Navy 

charter programs, the repair and modernization of 200 ships 

in the National Defense Reserve Fleet, and development of 

replacement plans for the subsidized U. S. flag foreign trade 
o 

fleet. The construction programs were aided by the following 
legislation, amending the Merchant Marine Act, 1936, which 
although not incorporating all the recommendations of 1954 
report did provide additional government assistance to the 
maritime industry: 

1. 1954 - Congress enacted a permanent cargo preference 

statute (P.L. 83-664) reserving 50 per cent of government 
cargoes to U. S. flag ships, primarily to the benefit of 
U. S. flag tramp operators. 

^MARAD , Annual Report FY 1954 , p. 1. 

2 Ibid . , p. 2 . 
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2. 1954 - A continuation of legislation enacted in 1952 
reducing the minimum age of ships traded-in for credit towards 
new construction from 17 years to 12 years thereby making most 
of World War II construction available for immediate' 
replacement. ^ 

3 . 1956 - Government mortgage insurance aid was author- 
ized (P.L. 83-781) to supplement the direct government 
mortgages provided by the 1936 Act. This gave impetus to 

private financing and freed ship mortgages from dependency 

. 2 

upon annual Federal appropriations . 

4. 1960 - A Ship Exchange Program (P.L. 86-575) was 

enacted, primarily to the benefit of non-subsidized operators, 

authorizing the exchange of privately owned U. S. war built 

ships for more modern or efficient war built ships owned by 

3 

the U. S. Government. 

In 1957 the Maritime Administration claimed in its 
fiscal year 1956 annual report that they had "achieved a plan- 
ned shipbuilding program adequate to meet the country's 

4 

immediate and future requirements." At that time there were 
"''Little, Ship Construction Subsidies , p. 52. 
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68 ships on order, or under construction, conversion, or 
reconditioning. New operating differential subsidy contracts 
had been negotiated with subsidized operators to replace 
(dependent upon the availability of construction subsidy 
funds from Congress) 82 ships in the period 1957-1970 and ' 
negotiations were in progress for 105 additional ships in 
the same period.'*’ In later years they were not so optimistic 
and in the fiscal year 1958 and 1959 reports only claimed to 
have made "progress to achieve" an adequate shipbuilding 
program. 

As the years passed the need for change in U. S. 
maritime policy became increasingly apparent. Several 
studies and Congressional hearings were conducted in the 
period 1964 to 1967, but the real impetus for change was the 
condition of the maritime industry itself. 

1. Between 1958 and 1967 the U. S. flag share of our 

foreign trade was reduced from 12.2 per cent to 5.3 per cent 

and the actual tonnage carried was reduced by 1/3 . It was 

estimated that by 1980, if no new ships were constructed, 

the U. S. foreign trade fleet would be reduced to 200 ships, 

2 

capable of handling 3 per cent of U. S. foreign trade. 

^ Ibid . , pp. 1-3. 

^MARAD , Annual Report FY 1970 , pp. 1 and 27. 

\ 
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2. The subsidized liner replacement program was 
failing to meet its goals because of limitations on government 
construction funds and the financial inability of some opera- 
tors to meet their replacement obligations. The latter was 
effected by the risks associated with their ability to attract 
additional cargo in the future and earn a satisfactory rate of 
return on the large capital expenditures required. In 1964 
the total program was for 295 ships by 1975. This was 
estimated to require an operators investment of $1,946 million, 
with 216 ships requiring $1,248 million to be contracted by 
1967.1 Through fiscal year 1967 however only 155 ships and 

$0,891 million of operators funds had been committed to 
2 

contract. 

3. The unsubsidized foreign trade dry cargo fleet 
continued to deteriorate. Provisions of the Long Range 
Shipping Act of 1952 which permitted the use of construction 
subsidy aid to bulk carriers was not utilized, in spite of a 
large number of applications (30 pending at the end of FY 1967; 
14 for subsidized operators and 16 for unsubsidized operators) 
for such aid, "... pending a policy determination on subsidy 

^CASL, U. S. Liner Fleet , p. 18. 

^MARAD , Annual Report FY 1970 , p . 22. 

\ 
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aid for vessels other than replacement ships for subsidized 
operators . " ^ 

4. Major private shipyard employment on MARAD con- 
struction projects had dropped in 1966 and 1967 to 6,000 

production employees per day from the 1962 high of 14,000 
, 2 

men per day. 

Probably more basic than the above were the lack of 
precise policy objectives against which the system designed 
to foster the maritime policy could be judged. The 1936 Act 
stipulates that a merchant marine is necessary for both 
commercial and national defense purposes. The measure of 
the former is its ability to carry a "substantial portion" 
of waterborne foreign trade, and that of the latter is its 
ability to serve as a naval auxiliary. "Substantial portion" 
was never defined and although the loss of U. S. flag carryings 
was decried a policy target was never set. 

Likewise with national defense nowhere were the merchant 
marine and shipbuilding capabilities explicitly stated. There 
is no true commercial need for a shipbuilding industry in the 
U. S. as the peacetime demand for ships can be met by ships 
built in foreign shipyards. The construction subsidy was 

1 MARAD, Annual Report FY 1967 , pp. 19-20. 

2 

Seapower Subcommittee, Status of Shipyards , p. 10655. 

S' 

\ 
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looked upon as not only providing ships, but primarily as 
providing additional capacity to build ships because our 
wartime shipping needs have always exceeded our peacetime 
needs. One attempt to define a national defense policy was 
MARAD's 1954 recommendation of a 60 ship per year construction 
program which would also employ the minimum recommended defense 
nucleus of 36,000 production employees. This nucleus, based 
upon a World War II type conflict, was never seriously con- 
sidered by Congress. Another attempt was made by the 1965 
Interagency Task Force on Maritime Policy in their proposal 
that the Government buy no more of a subsidized activity than 
required to meet non-economic (in this case national defense) 
needs. They recommended an annual construction subsidy cal- 
culated to provide the private shipbuilding capacity necessary 
to meet national defense needs only. If U. S. flag operators 
had commercial needs for ships beyond that capacity they could 
build them in foreign yards with no subsidy. While they did 
not explicitly state what the national defense objectives 
should be they did project a 20 year, 21 ship per year (17 of 
which were to be subsidized) construction program in U. S. 
shipyards employing 14,700 production workers.^" While some 

Hi. S. Department of Commerce, The Merchant Marine in 
National Defense and Trade - A Policy and a Program , Report of 
the Interagency Maritime Task Force (Washington, D. C.: U. S. 

Department of Commerce, 1965), pp. 2-6 and Exhibit II. 
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other recommendations of the Task Force were included in the 
Merchant Marine Act of 1970, the one to set a national 
defense objective for shipbuilding was not. 

In the absence of definite commercial and national 
defense objectives the achievement of parity became the 
primary object of Federal maritime policy. It also provided 
the yardstick against which the success or failure of 
government policy was measured. Ship operators and ship- 
yards insisted that subsidies must provide parity for the 
program to be a success and others measured the program's 
failure by the subsidy percentages necessary to attain 
parity. 



Merchant Marine Act of 1970 
The resulting government action was a major revision 
to the 1936 Act which is so broad as to be labeled the Mer- 
chant Marine Act of 1970. Proposed to Congress by President 
Nixon on October 23, 1969, the Act passed both the House and 
Senate with one lone dissent each and was signed into law 
(P.L. 91-469) on October 21, 1970. The principle provisions 
of the Act are as follows. They will be analyzed in greater 
detail in subsequent chapters.^ - 

^ Merchant Marine Act of 1970 , Public Law 91-469. 

S' 

\ 
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1. A declaration of national policy that "... there 

should be authorized and appropriated for fiscal years 1971 
through 1980 such sums as may be necessary to construct 300 
ships . . 

2. The construction program features standardized ship 
designs, multi-year procurement contracts to facilitate series 
construction, payment of construction subsidies direct to 
shipyards, and permits negotiated contracts between shipyards 
and operators. Since these measures are expected to lower 
production costs the Act set construction subsidy limits of 

50 per cent after June 30, 1970, 45 per cent in fiscal year 
1971, and subsequent reductions to a 35 per cent ceiling in 
fiscal year 1976. 

3. The establishment of a Commission on American 
Shipbuilding to review the progress of the shipyards in meet- 
ing the 1976 construction subsidy goal, to recommend alterna- 
tives to the program if it finds that the 1976 target cannot 

be met, and to recommend actions by the Government and industry 
to improve the competitive position of the industry in the 
world shipbuilding market. The Commission's report is due 
in 1973 except that if the Secretary of Commerce enters into 
a contract requiring a construction subsidy higher than the 

1 Ibid . , SEC. 2. 

\ 
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then current ceiling, the Commission ' s report is due within 
six months of that event. 

4. Expansion of construction aids. The mortgage 
guarantee program is expanded and tax-deferred construction 
reserve funds are extended to unsubsidized foreign trade and 
noncontiguous domestic trade operators. 

5. The extension of construction and operating sub- 
sidies to bulk carriers in foreign trade which should 

" . . . eventually lead to elimination of premium freight 

rates paid for the transportation of government-sponsored 
cargoes . 

6. A restructuring of seafaring wage subsidies which 
ties them to a national wage index rather than negotiated 
industry wage agreements. 

The goals of the new maritime program are to provide 
a foreign trade merchant fleet in 1980 of 583 ships. The 
fleet is expected to have the same carrying capacity as did 
our 1969 fleet of 942 ships. Because the construction program 
emphasizes highly productive ships (container, barge/lighter 
carrying, tankers, dry bulk, and combination oil/bulk/ore) , 
and because MARAD has started a priority program of market 
development for U. S. ships, the fleet is projected to carry 

1 

MARAD, Annual Report FY 1970 , p. 4. 
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about 15 per cent of our 1980 foreign trade tonnage. It is 
anticipated by MARAD that over 56 per cent of the 1980 fleet 
will be less than 10 years old, and less than 7 per cent will 
be over 20 years old.^ 

The 1970 provisions strengthen, modify, and expand the 
concepts of the original 1936 Act. First the concept of 
parity through direct subsidies is strengthened by the decision 
to subsidize bulk carriers and to phase out the indirect 
subsidy provisions of cargo preference rate differentials. 
Second the Act is no longer a liner act committed to maintain 
service on selected routes, but is an expanded foreign trade 
fleet act with a long range (10 year) commitment of new 
construction ships and expanded trade carryings. Third U. S. 
shipbuilders are for the first time made equal partners with 
the merchant marine in the considerations provided under the 
Act. The long range building program as described by President 
Nixon in his proposal to Congress was intended to encourage 
builders to standardize ship designs and introduce the mass 
production techniques which have kept other U. S. industries 
competitive. Unlike the merchant marine however, the ship- 
builder incentives contain a threat ("challenge" in the words 
of the President) . In describing the reducing scale of 

"''Dept. of Commerce, U. S. Industrial Outlook 1971 , 
pp. 380-81. \ 
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construction subsidies required by the Act the President 
stated ; 



We are confident that the shipbuilding industry 
can meet this challenge. If the challenge is not met, 
however, then the Administration's commitment to this 
part of our program will not be continued."*" 

The President's threat to the shipbuilding industry had been 

made clear just a few weeks prior to his statement, when Jack 

W. Carlson, Assistant Director of the Bureau of the Budget 

for Program Evaluation listed the "Construction of Merchant 

Ships Abroad" among 70 major policy issues under review for 

fiscal year 1971 . ^ 



Summary 

U. S. maritime policy has been developed on the basis 
of protectionism and maintenance of cost parity with foreign 
competitors. The protectionist aspects restrict U. S. 
registry to U. S. built ships and specify U. S. registry as 
a requirement to engage in certain U. S. trades. Cost parity 
is achieved through direct government subsidy of ship operating 



U. S. President, "Message to Congress on the United 
States Merchant Marine, Oct. 20, 1969," United States Naval 
Institute Proceedings, XCVI, No. 5/807 (1970), 354. 

2 ... 

U. S. Congress, Joint Economic Committee, Economic 

Analysis and the Efficiency of Government, Hearings , before 

the Subcommittee on Economy in Government, 91st Cong. , 1st 

sess. , 1970, p. 695. 
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and construction costs. Its purpose has been to develop 
and maintain a merchant marine adequate for both commercial 
and national defense needs, and more recently (since 1946) 
to supplement the merchant marine with an efficient ship- 
building and repair industry. 

In practice Federal policy has failed to explicitly 
state commercial and national defense objectives for the 
merchant marine and the shipbuilding industry. The merchant 
marine has experienced large expansion during wartime followed 
by peacetime periods of declining size, cargo carryings, and 
prosperity. Government peacetime subsidy programs have 
primarily benefited only the subsidized liner segment of 
the fleet. Likewise the merchant shipbuilding industry has 
built the major share of its ships as the result of wartime 
programs. In peacetime it has been dependent upon the size, 
age, prosperity, and degree of government support provided 
to the U. S. merchant marine. 

The Merchant Marine Act of 1970 has for the first 
time set national policy goals for peacetime construction 
and employment of the merchant marine. Subsidy support is 
expanded to include all segments of the foreign trade fleet 
and it is designed to make the shipbuilding industry a co- 
equal partner with the merchant marine. 

V 



III. FEDERAL GOVERNMENT MARITIME SUBSIDIES 



Introduction 

Federal maritime policy has provided substantial 
support of the U. S. shipping and shipbuilding industries 
primarily through the Merchant Marine Act, 1936 as amended. 

This support is in the form of direct and indirect subsidies, 
preferences, loans and loan guarantees, special provisions in 
the tax structure, and cabotage laws. 

Federal funding for maritime programs is a single line 
item "Merchant marine aids" within the Federal Budget Water 
Transportation Section of the Commerce and Transportation 
Programs. The Merchant marine aids appropriation is further 
divided into its elements under the Ocean Shipping-Maritime 
Administration classification in the Budget and Appendix to 
the Budget. Although the above functional budget classification 
is ostensibly designed to arrange Federal programs by "mutually 
exclusive categories according to their principle purpose, 
regardless of the agency administering the program,"'*' a number 

"'’U. S. Bureau of the Budget, The Budget of the United 
States Government Fiscal Year 1971 (Washington, D. C.: 

Government Printing Office, 1970) , p. 74. (Subsequent Budget 
references are identified by Fiscal Year only) . 

\ 
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of maritime subsidy programs are either fractioned between 

other agencies or not identified in the Budget or in the 

Federal appropriation process.^ - 

Because of this the total cost and effect of subsidy 

programs for the maritime industry are difficult to identify. 

In testimony before the Joint Economic Committee former 

Budget Director Charles Schultze stated the direct and 

2 

indirect costs to be $500 million per year. In the same 

hearings Prof. Leonard A. Rapping of Carnegie - Mellon 

Institute, and a co-author of a 1961 study to determine the 

3 

economic value of the merchant marine, estimated the total 

maritime subsidy in fiscal year 1965 to be at least $550 

4 ..... 

million. The subsidy program of the Maritime Administration 

Ocean Shipping Budget, however, total only 60 per cent of 

these estimates. 



~*~ Ibid . , p. 116 and pp. 281-283. 

2 

Joint Economic Committee, Economic Analysis and the 
Efficiency of Government, Hearings , p. 794. 

3 

Allen R. Ferguson, et al . , The Economic Value of the 
United States Merchant Marine (Evanston, 111.: Northwestern 

University Press, 1961). 

4 ... 

Joint Economic Committee, Economic Analysis and the 

Efficiency of Government, Hearings , p. 476. 
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Subsidy Programs 

A break down of the various subsidy programs is 
contained in Table 3. Each is classified as to function, 
administrating agency, whether identified in the Ocean 
Shipping Budget, and appropriate section of the Merchant 
Marine Act, 1936. 

Major areas not considered are the benefits to the 
U. S. maritime industry resulting from the substantial 
Federal funding of harbor improvements, canals, dredging of 
rivers, charting of waters, and placement and maintenance of 
navigational aids. Also, as will be developed later, the 
subsidy effects of U. S. military shipments and military aid 
shipments are not considered. In addition one could take 
the position that the entire MARAD Budget is a subsidy in 
support of the maritime industry. Such an approach would 
equate with labeling the Department of Commerce expenditures 
as a subsidy to U. S. business. The approach here is however 
to limit the extent of subsidies considered to only those 
having a direct effect on the maritime industry and within 
the Joint Economic Committee definition. 

Two subsidies, school assistance and medical benefits, 
will not be discussed further. Both assist in providing a 
trained citizen merchant marine but their effects on merchant 

\ 
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TABLE 3 



MARITIME SUBSIDY PROGRAMS 



IDENTIFIED IN 



ADMINISTERING 


OCEAN SHIPPING 


M.M. ACT 


FUNCTION 


AGENCY 


BUDGET 


1936 


Operating- 

Differential 

Subsidy 


MARAD 


Yes 


TITLE VI 


Construction 

Aids 








a. Construction- 
Differential 


MARAD 


Yes 


TITLE V 


Subsidy 
b. Trade-in 


MARAD 


Yes 


SEC 510 


Allowance 








c. Loan/Mortgage MARAD 


Yes 


TITLE XI 


Aid 

d. Special Tax 
Provisions 


MARAD 


No 


TITLE VI 


e. Government 
Construction 


MARAD 


Yes 


TITLE VII 


Other Subsidies 








a. Cargo 


VARIOUS 


No 


SEC 901 


Preference 






and other 


b. Ship Exchange MARAD 


No 


SEC 510 


c. War Risk 


MARAD 


Yes 


TITLE XII 


Insurance 
d. Cabotage 


Not App. 


No 




e. School 


MARAD 


Yes 


SEC 216 



Assistance 
f. Medical 
Benefits 



and other 



Pub. Health 
Svc. 



No 
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ship construction are remote. The former subsidy operates 
the U. S. Merchant Marine Academy and provides Federal 
assistance to five state maritime schools under section 
216 of the Merchant Marine Act, 1936 and the Maritime 
Academy Act of 1958 respectively. Together these schools 
graduate approximately 620 licensed deck and engine officers 
per year. The fiscal year 1972 appropriation for school 
assistance was $9.5 million. ^ Under the medical benefits 
subsidy officers and men of the merchant marine are provided 
free medical treatment in U. S. Public Health Service 
hospitals. This subsidy is not identified separately in 
the Budget. 



Operating-Differential Subsidy (OPS ) 

The operating-differential subsidy (ODS) is the 

largest single maritime subsidy program in terms of dollars. 

The cost of this program is appropriated annually under the 

ODS classification in multi-year funds. In FY 1972 the 

administrative cost of the program was funded separately as 

an annual appropriation called "operating aids" under the 

2 

MARAD salaries and expenses budget. In the years just 

^~ FY 1972 Budget Appendix , pp. 275-77. 

2 

FY 1972 Budget Appendix , pp. 273-75. 

\ 
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prior to FY 1972 this cost was not identifiable as it was 
included under the general administrative expense classifica- 
tion. When quoting ODS expenditures, such as in their annual 
report, MARAD does not include the administrative expense of 
the program. 

ODS is intended to compensate U. S. operators for the 
difference between the U. S. flag costs and the cost of 
operating a similar vessel in the same service under competi- 
tive foreign flags. Prior to the Merchant Marine Act of 1970 
subsidy payments were made for the difference in the cost of 
wages, subsistence of officers and crew, maintenance, repairs, 
and insurance. To be eligible for subsidy payments an operator 
had to serve an essential foreign trade route; offer regularly 
scheduled cargoliner service (dry and liquid bulk carriers not 
eligible); operate vessels constructed in the U. S., repaired 
in the U. S. (except for emergencies), and manned by U. S. 
citizens; agree to replace subsidized vessels with ones built 
in U. S. shipyards and establish statutory reserve funds for 
this purpose (see Special Tax Provisions) . Until 1970 a 
subsidy recapture provision existed which returned to the 
Government 50 per cent of earned profits in excess of 10 per 
cent of "capital necessarily employed."' 1 ' 

^Ferguson, The Economic Value of the U. S. Merchant 
Marine , pp. 41-45. ^ 
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These provisions were modified by the Merchant Marine 
Act of 1970 which extended coverage to operators of bulk 
carriers engaged in foreign trade, restricted ODS subsidies 
to differentials in wage and insurance costs, tied the 
allowable wage escalation to a national wage index, and 
eliminated the recapture provision.'*’ The escalation provision 
is important because heretofore the Government was required to 
include the costs of any increased operating expenses resulting 
from collective bargaining agreements in the wage costs 
eligible for ODS. The Government in effect paid at least 70 
per cent of all wage increases and the incentive for subsidized 
operators to hold down wage increases in union bargaining was 
lessened . ^ 

There are presently thirteen operators participating 
in ODS with a total of 247 ships under contract. The impact 
of ODS payments to these operators is evident from the sub- 
sidized operators condensed income statements compiled by 
MARAD. For calendar years 1968-1969 ODS payments totaled 



1 MARAD, Annual Report FY 1970 , p. 4. 

2 

Based on 1965 data for fifteen subsidized operators 
which shows that the wage subsidy (including fringe benefits) 
amounted to 73 per cent of wage costs. Ernst and Ernst, U. S . 
Maritime Industry Economic and Financial Data , Report prepared 
for Long Range Objectives Group Office of Chief of Naval 
Operations, Navy Dept., (Washington, D. C.: Defense Documen- 

tation Center, 1967), p. 52. 
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45.7 per cent and 48.8 per cent respectively of costs in the 
subsidizable categories; in terms of total voyage expenses 
ODS was 21.7 and 23.7 per cent respectively . ^ ^ The total 
ODS expenditures in recent years are contained in Table 4. 
The additional administrative costs are only known from the 
FY 1972 budget request, but can be assumed constant over 

3 

recent years at $3.65 million. 

Two provisions of the 1970 Act should be more fully 
explained as they effect the financial condition of the 
subsidized operators. First the Government allowance of 
seafaring employee wage increases has not been a one way 
street. Wage costs have been subject to MARAD review and 
after the fact disallowance for subsidy as not being "fair 
and reasonable". This procedure with its Subsidy Board 
hearings and appeals resulted in a large backlog of pending 
ODS rate decisions. The extent of these in 1970 was such 
that the Board reached agreement with most operators to 
extend the 1965 subsidy rates through calendar 1968 in order 
to concentrate on 1969 and subsequent years. The wage index 

"'"MARAD, Annual Report FY 1970 , p. 73. 

2 

MARAD, Annual Report FY 1969 , p. 78. 

"^Calculated average for FY 1970-1972 from, U. S . 
Budget Appendix FY 1972 , p. 275. 

\ 



TABLE 4 



OPERATING-DIFFERENTIAL SUBSIDY 
AND 

CONSTRUCTION DIFFERENTIAL SUBSIDY 





NEW 

CONSTRUCTION 


EXPENDITURES 
(in Thousands) 

RECONSTRUCTION 




OPERATING 


FISCAL 


DIFFERENTIAL 


DIFFERENTIAL 


TOTAL 


DIFFERENTIi 


YEAR 


SUBSIDY 


SUBSIDY 


CDS 


SUBSIDY 



1970 


74/ 999 


21,723 


96,723 


205,732 


1969 


95,460 


57 


95,517 


194,703 


1968 


97,611 


97 


97,707 


200,130 


1967 


81,593 


932 


82,525 


175,632 


1966 


70,811 


2,572 


73,383 


186,628 


1965 


87,649 


38 


87,687 


213,334 


1964 


77,234 


1,665 


78,900 


203,037 


1963 


90,514 


4,181 


94,696 


220,677 


1962 


136,858 


4,161 


141,019 


181,919 


1961 


102,119 


1,215 


103,334 


150,143 


1960 


69,157 


4,828 


73,985 


152,756 


1959 


21,680 


7,065 


28,745 


127,693 


1958 


22,638 


4,709 


27,347 


120,032 


1957 


16,379 


3,909 


20,288 


108,292 


1956 


1,614 


14,369 


15,982 


135,342 


Total 


1,046,315 


71,523 


1,120,838 


2,576,048 



Source MARAD, Annual Report FY 1970 , p. 22 



provision of the 1970 Act eliminates the retrospective review 
of wage costs which has been the major factor in subsidy 
disallowances. Subsidy litigations and allowable ship 
manning are also being reduced under a revision to Section 
603 (c) which permits MARAD to set the number of officers 
and crew which will be allowed under subsidy prior to the 
award of the vessel's construction contract, and exempts 
MARAD from being bound by the manning and wage scales set 
by collective bargaining agreements. One tangible result 
of this provision is MARAD ' s announcement that whereas the 
manning scales for the initial group of 11 LASH ships were 
38, subsequent vessels of this class will receive subsidy 
for 32. 1 

Secondly the repeal of the subsidy recapture provision 

was on the basis that the 48 per cent corporate tax introduced 

subsequent to the 1936 Act accomplish the same purpose. The 

validity of this reasoning is evidenced by the fact that in 

the period 1958-1969 recapture accruals amounted to $36.5 

million or 1.6 per cent of the net (after recapture deducted) 

2 

payable subsidy. 

"''MARAD, Annual Report FY 1970 , pp. 4, 6, and 19. 

2 

Ibid., pp. 4 and 69. 
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As discussed in Chapter II, MARAD in 1954 inaugurated 
a replacement program for the subsidized fleet. Prior to 
1971 all new construction subsidy funds were allotted to this 
program. Operators receiving ODS were required to enter into 
contracts with the Government to replace their ships prior to 
the statutory age of 20 years; extended in 1960, to 25 years 
for ships built after 1946 by P.L. 86-518 in order to adjust 
the program to the financial capabilities of the operators.'*' 
The results in terms of ships constructed are discussed under 
construction-differential subsidy. The point to be made here 
is that Section 605 (b) of the Merchant Marine Act, 1936 
permits continued payment of ODS to overage ships when it is 
found to be in the public interest. A measure of the ineffec- 
tiveness of ODS to encourage ship replacement (Ultimately 
dependent upon the financial position of the operators, the 
profit potential of new ships, and the amount of construction 
subsidy appropriated annually by the Government.) and thereby 
expend ODS funds in less productive ships is evident in the 
degree to which this waiver provision has been utilized. 

Table 5 is a compilation of the overage ships receiving ODS 
under waiver. As late as 1969, 28 per cent of the ships were 

^Little, Ship Construction Subsidies , p. 53. 
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TABLE 5 

SHIPS RECEIVING 

OPERATING-DIFFERENTIAL SUBSIDY 
UNDER OVERAGE WAIVER 



FISCAL 


SHIPS OVERAGE OR TO 


SUBSIDIZED SHIPS 


PERCENT 


YEAR 


BE REPLACED OVERAGE 3 


TOTAL 


OVERAGE 


1969 


83 


293 


28 


1968 


109 


303 


36 


1967 


124 


315 


39 


1966 


128 


318 


40 


1964 


149 


317 


47 


1962 


138 


298 


46 


1960 


111 


278 


40 


1958 


91 


305 


30 


Prior 1958 

Source: MARAD, Annual Reports FY 

Notes : 


1956-1970. 


< 10 



a Includes those ships to be replaced one year or more 
later than statutory date. 

-i 

^Overage range for all years has been 1 to 10 years. 



\ 



59 



overage or scheduled to be replaced at least one year beyond 
the statutory age. 

Construction Aids 

Construction - Differential Subsidy (CDS) 

Until the Merchant Marine Act of 1970 CDS was in 
practice applied only to the construction or reconstruction 
of passenger, passenger-cargo, and breakbulk dry cargo ships 
built for operators receiving ODS . While the Long Range 
Shipping Act of 1952 repealed a restriction requiring ships 
constructed with CDS to be operated on essential foreign 
trade routes and thereby made CDS available to any U. S. 
vessel in foreign commerce, this authority went unused and 
CDS funds have been expended solely for the subsidized lines 
(lines receiving ODS) fleet replacement program. The Merchant 
Marine Act of 1970 now extends CDS to ships built for unsub- 
sidized foreign trade operators including dry bulk and tanker 
vessels . ^ 

Under CDS the Government pays the difference between 

the U. S. shipyard cost and a "fair and reasonable" estimate 

. . . . 2 

of cost of constructing the ship in a foreign shipyard. 

Since foreign shipyards do not bid for subsidized construction, 

^MARAD, Annual Report FY 1970 , p. 3. 

^Merchant Marine Act, 1936, Sect. 502 (b) . 
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their bid must be simulated through MARAD computed estimates. 
Because the ship is never built in a foreign shipyard there 
is no way of testing the accuracy of the estimate. On occasion 
MARAD has purchased foreign bids for similar type ships but 
even these must be corrected for price level changes, ship 
design differences, and regulatory differences in construction 
standards. Despite the inability to measure the system's 
accuracy it has been accepted by all parties (operators, 
administrators. Congress and auditors) as satisfying the 
legislative intent of the subsidy."*" 

Heretofore an individual subsidy determination was 
made for each vessel or contract, but under the 1970 Act 
MARAD is authorized to compute the CDS rate on the estimated 
costs for a type of vessel. Based on this provision MARAD 
has proposed determining for each type of vessel the estimated 
domestic and foreign costs for a vessel design which is repre- 
sentative of the type and then applying the CDS rate derived 
from these two estimates to the domestic price of any vessel 
of that type to be constructed. An example of the types 
considered are tankers, oil/bulk/ore carriers, dry bulk 
carriers, LASH (lighter carrier), SeaBee (barge carrier), 

■^Little, Ship Construction Subsidies , p. 7. 
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containerships , LNG carriers (liquid natural gas), and one 
type for reconstruction of breakbulk cargo ships to con- 
tainerships. Depending upon the range of sizes in a type, 
the type may also be subdivided into size groups.'*' This 
procedure not only simplifies the CDS determination but 
also provides the ship operators and shipyards with a 
subsidy planning figure that can be relied on. 

In addition to CDS the Government pays the total 
cost of national-defense features (NDF ) which are considered 
necessary by the Navy and considered to be in excess of 
commercial requirements by the Maritime Subsidy Board. The 
1936 Act set the statutory limit for CDS at 50 per cent of 
the cost of the vessel (less NDF and special features paid 
for by the owner) . In 1960 it was raised by Public Law 
86-607 to 55 per cent because that was the expected rate 
necessary to maintain parity. The House report accompanying 
the bill stated that as the subsidized liner replacement 
program increased it was expected that the differential would 
again drop to 50 per cent . ^ As of June 30, 1970 the 1970 Act 
dropped the limit to 50 per cent and a target differential of 

^Maritime Administration, "Determination of Construction- 
Differential Subsidy by Type of Vessel," Federal Register , 

XXXVI, No. 80, April 24, 1971, 7751-7752. 

2 

Little, Ship Construction Subsidies , p. 54. 
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45 per cent was set for FY 1971 with a two per cent decrease 
per year until 1976, when thereafter a 35 per cent rate shall 
apply. 1 

Table 6 summarizes the subsidized postwar ship 

replacement program since its inception by Fiscal Year in 

which the contracts were awarded. Except for two oil/bulk/ 

ore carriers awarded in FY 1971 (under the 1970 Act) all the 

ships in the replacement program have been for the shipping 

lines receiving ODS . The CDS rate of Table 6 is a gross rate 

calculated on the basis of total contract award and total CDS 

for a fiscal year, and not the average rate for the contracts 

awarded in that year. The gross rate provides a better 

measure of government support to the shipbuilding industry. 

For comparison purposes the CDS rates approved for contracts 

in FY 1969 and 1970 averaged 53.4 per cent and 45.8 per cent 
2 

respectively . 

There have been two means for contracting the construc- 
tion of a vessel with CDS. Under Section 504 of the Merchant 
Marine Act, 1936, both MARAD and an operator execute a contract 
with the lowest responsible bidding shipbuilder. The Govern- 
ment is responsible only for the CDS payment and the cost of 

^ Merchant Marine Act, 1936 , Sect. 502 (b) . 

^MARAD, Annual Report FY 1970 , p. 5. 

S' 
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TABLE 6 



SHIP REPLACEMENT PROGRAM 3 
($ in Millions) 



FISCAL YEAR 
(1) 


SHIPS 

CONTRACTED 

(2) 


CONTRACT 

AWARD b 

$ 

(3) 


OWNER'S 

SHARE 

$ 

(4) 


CDS 

$ 

(5) 


CDS RATE 
% 

(6) 


1971 


12 


307.8 


172.8 


135.0 


43.9 


1970 


5 


109.0 


58.4 


49.8 


45.8 


1969 


10 


247.5 


117.5 


127.3 


51.5 


1968 


12 


250.5 


124.6 


124.8 


49.9 


1967 


1 


15.7 


7.0 


8.5 


54.3 


1966 


17 


254.4 


117.7 


133.0 


52.7 


1965 


14 


168.3 ... 


78.3 


89.6 


53.4 


1964 


15 


156.0 


71.7 


84.0 


54.0 


1963 


18 


205.6 


99.0 


106.3 


51.8 


1962 


13 


128.9 


65.1 


63 .4 


49.3 


1961 


31 


302.1 


152.1 


147.1 


49.3 


1960 


13 


170.3 


87.4 


81.5 


48.2 


1959 


14 


140.4 


73.4 


65.1 


47.0 


1958 


15 


166.9 


87.4 


77.9 


47.0 


1957 


0 


0 


0 


0 


0 


1956 


4 


94.9 


55.6 


38.6 


41.0 


TOTAL 


194 


2,718.3 


1,368.2 


1,331.9 


— 



Source: 1956 to 1970 data from MARAD, Annual Report FY 1970 , 
p. 23. 1971 data from Shipbuilders Council of 
America, Shipyard Weekly , No. 26, July 1, 1971. 

a Figures are for original contract award only, and 
exclude escalation, changes, and engineering and 
outfitting budgets. 

^Contract award includes special features paid 100% 
by owner and national defense features which are 
not included in Columns (4) and (5) . 
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national defense features. The operator in turn pays the 
balance usually 25 per cent down and the remainder with a 
25-year government insured mortgage loan under Title XI of 
the Act. An alternative method under Section 502 permits 
the Government to contract directly with the low bidding 
shipyard for the full cost of the vessel and separately sell 
it to an operator for cost less CDS and national defense 
features. Because this method requires the Government to 
finance the entire cost of the vessel it is not used. 

A provision of the Merchant Marine Act of 1970 
(Sections 502 (a) and 504) permit MARAD to accept negotiated 
prices between shipyard and purchaser provided they are 
found to be fair and reasonable and within the target 
percentages of CDS. Section 501 also extends the eligibility 
of application for CDS to any U. S. shipyard. The intent of 
both provisions is to encourage shipyards to independently 
develop or participate in the development of standard ship 
designs which are value engineered for low production cost. 

CDS is identified as a specific item in the ship 
construction budget. The cost of national-defense features 
(NDF) are included in the CDS total. NDF could be considered 
a national defense cost with the subsidy to the U. S. ship- 
building industry being only the difference between U. S. 

\ 
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costs and foreign costs for comparable features. Since NDF 

averaged only about one per cent of CDS in the period 1954- 

1970 it is not unreasonable to use the total CDS/NDF figure 

as subsidy cost.'*' CDS expenditures are summarized in Table 

4. The amount expended for reconstruction of ships is only 

six per cent of the total and is in line with government 

policy that "financial aid shall be extended to reconstruction 

2 

or reconditioning only in exceptional cases . . . " Most of 

the conversions in this period have involved modification from 
breakbulk cargo to container capability. Administrative 
expenses associated with CDS have been located either within 
the ship construction budget or within the salaries and 
expenses budget. It is not included in MARAD ' s reports of 
CDS costs. A reasonable estimate for CDS administration is 
$3.6 million per year.^ 

The total of CDS plus ODS is the usual figure quoted 
as the cost of the maritime subsidy programs. 

Trade-in Allowance 

The trade-in of a used ship to the Government in 
exchange for an allowance of credit to be applied against 

^ Ibid . , p. 23 . 

2 

Merchant Marine Act, 1936 , Sect 501 (c) . 

3 . ; 

Estimated from ship construction administration 
figures given in FY 1969 and FY 1970 Budget Appendices. 
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the cost of a new U. S. built vessel is allowed by Section 

510, Merchant Marine Act, 1936. The law calls for the 

allowance to be "the fair and reasonable value of such 

vessel".^ In 1967 the trade-in allowance was reported to be 

the average of the domestic market and 90 per cent of the 

world market value. The domestic market price was also 

reported as having been higher than the world market since 

2 

the end of 1960. The traded in ships are either placed in 
the National Defense Reserve Fleet or sold. 

Funds for acquisition of replaced ships are included 
as a line item in the ship construction budget. Since the 
Government does receive a ship in return for an allowance 
which is reported to be slightly less than the domestic 
market value of the ship there is no quantifiable subsidy. 

The Government's readiness to accept obsolete ships towards 
construction allowances is however a subsidy aid to the extent 
that it encourages ship replacement. 

Loan/Mortgage Aid 

Under Title XI of the Merchant Marine Act, 1936, MARAD 
is authorized to insure construction loans and mortgages not 
to exceed 87^ per cent of the actual cost of vessels meeting 

^“ Merchant Marine Act, 1936 , Sect. 510 (d) . 

2 

Ernst, Economic and Financial Data , p. 64. 
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